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INTRODUCTION
Since the enactment of Wyoming legislation 1 in 1977 setting up the possibility of
creating a hybrid entity able to combine the advantages of limited liability and taxation
only on the individual level, we can talk about a new approach taken in U.S. tax
doctrine. Wyoming was followed by Florida, which adopted a similar act five years
later. Lack of certainty whether the IRS would recognize LLC's non-taxable regime on
the corporate level, however, retarded the development of similar provisions in other
states. The situation changed in 1988, when the IRS officially recognized that an LLC
incorporated under Wyoming law should be considered as a partnership for purposes of
federal income tax2 . As a consequence, at the beginning of the 1990's approximately
twenty U.S. states passed LLC legislation. But the decisive impact on the proliferation
of the new entity was made by IRS regulations of December 17, 1996. where the
Service adopted a new classification of legal entities for tax purposes. As a result, all
fifty states now have statutes allowing incorporation of multiple-member LLCs, and
forty-seven, single-member (except Washington, D.C., Idaho, Massachusetts, and
Pennsylvania). And although the LLC legislation was enacted primarily for companies
conducting domestic business operations, almost since the very beginning, questions
began to arise whether it was possible to use its specific pass-through features in
international tax planning. Practice proved that it was.
Immediately after creation, Wyoming and then Delaware LLCs were subjected to
tests whether it would be convenient to use them in international business context in a
quite unusual function—as a "tax haven" company. The combination of two principles
1 WYO STAT. § § 17-15-101 to 136 (1989).
2of taxation—on the basis of residency and the source of the income
—
provided a kind of
exclusive opportunity to people willing to conduct business in the USA and
internationally:
(1) First of all. if there is no U.S. source income and no member is a resident (for tax
purposes) of the USA, it is possible that its "off-shore" status would allow other
jurisdictions to use U.S. LLCs in in-group tax planning as a company accumulating
the main part of earnings with minimal tax liabilities;
(2) Second, should it be necessary, the same company may be used for U.S. internal
business operations being taxed at the same rate as other domestic business
organizations;
(3) And last but not least, the incorporation and annual renewal fees are one of the
lowest if not the lowest in the world, which often plays a decisive role in the
choosing of the jurisdiction for the people from low-income regions of Eastern
Europe, the CIS countries, and Asia. Sometimes, the fact itself of owning a
company in the U.S. represents a sufficient explanation of the choice because of
extremely high reputation of U.S. companies in those regions, notwithstanding the
fact that their assets may be zero or even negative.
However, some problems do exist. Unlike many island jurisdictions charging
rather high incorporation and renewal fees that represent the main sources of income
from off-shore legislation for "banana republics," U.S. LLCs have never been designed
especially for providing the tax exempt regime; and, therefore, they are subject to the
same rules and regulations as an ordinary U.S. LLC conducting ordinary domestic
business operations. That is, in most cases the company has to register for tax purposes,
file annual returns, and comply with all other proceedings and requirements. People
accustomed to traditional offshore jurisdictions and willing to save on legal fees
2
Rev. Rul. 88-76, 1966-2 C.B. 360.
sometimes find the compliance too cumbersome, and continue to act as if Texas.
Florida or New York were Antigua & Barbuda or St. Christopher & Nevis. The reality
may be too deceptive and surprising, especially if the bank account was opened with an
American bank as well. Moreover, not all states follow the federal rule recognizing
these companies as conduits: at least three of them subject LLCs to state income tax on
corporations (Texas, Nevada, Florida). As a consequence, would it lead to a state
corporate tax liability from LLC's worldwide income?
Like cyber law or electronic commerce, the changes in this field of law are
constantly in progress, and even a few months later some data may already be out of
date. However, more than two decades of development establish some fundamental
principles that will remain intact. It seems that there are two main problems to be
analyzed. First, the study of these principles is necessary to understand how the new law-
is incorporated into the present tax system in order to pursue its further development. It
is a theoretical aspect. Second, of course, is a purely practical one connected with
current international practice of a tax planner who has to evaluate tax consequences of a
transaction on the basis of law in force and choose the optimal solution.
The instant thesis is organized in three main parts. The first contains an overview
of U.S. law including constitutional issues of the topic focusing on the separation of tax
powers between federal and state authorities with special attention to the basis and
extent to which a State is entitled to impose levies on business organizations; a brief
analysis of federal legislation allowing the pass-through regime; and summary
concerning LLC legislation in the States. The second analyzes the application of the
main, basic principles of international taxation (such as residence, source rules,
application of international treaties, and connected with it the notion of permanent
establishment) to the taxation of non-resident members of a U.S. LLC. Considerable
attention was also paid to the withholding obligations of the LLC. And finally, the third
4part discusses the impact of LLCs internal organization to the final tax liability and
connected with it possible planning solutions in the international environment. In this
thesis. I limited the discussion only to LLCs that chose to be treated as partnerships for
federal tax purposes because in the case of the other option their tax liability if very
similar to an ordinary corporate one. However, in some cases I have found appropriate
to raise some related issues as well.
PART I. LAW AND REGULATIONS ON THE SUBJECT
A. Constitutional Issues
1
.
Constitutional Rights
The main problem of the taxation of U.S. LLC with foreign participation from
constitutional standpoint is to determine the extent to which a State is entitled to tax this
kind of entity bearing in mind its structure and treatment for tax purposes. But before
starting to analyze the reach of a State's power to tax, it seems appropriate to briefly
summarize generally applicable issues.
It is commonly recognized that the power of Congress to tax is derived from
Article 1, Section 8, clause 1 of the U.S. Constitution that allows it "to lay and collect
taxes, duties, imposts and excises." There is no doubt, that the literal meaning of this
clause should implicitly include the possibility to impose a direct tax as well. However,
until the beginning of the twentieth century no federal income tax had been imposed
except for a few emergencies. The situation changed since the enactment of the
Sixteenth Amendment where it had been confirmed the Congress" right to tax and
emphasized the broader power "to lay and collect taxes on incomes from whatever
source derived, without apportionment among the several States and without regard to
any census or enumeration." '
2. Constitutional Limitations on State Tax Jurisdiction Over Pass-
Through Entities
1 The Sixty-first Congress proposed this amendment on the 12th of July 1909. And after ratification by 36
of the 48 States, it entered into force 25th of February 1913 and became operative March 1 st
,
1913.
6If the history of Federal income taxation is a relatively short one, the practice of
local and state taxation dates since the very War for Independence. The States" right to
impose direct taxes is not expressly provided in the wording of the Constitution, but
there is no doubt that such power exist. The U.S. federal Government established by the
Constitution is a government of delegated or enumerated powers. All collateral
evidence of this is residing in already above cited Article 1, Section 8, clause 1 of the
U.S. Constitution" enumerating the powers of Federal Government. As can be deducted
from the paragraph, all the other powers belong to the States, including the power to
tax. Therefore, it seems to be indisputable that first, States are entitled to impose direct
taxes; and this right is nor dependent, nor limited by the federal law. And the second, is
that both levels of taxation may coexist, imposing the same income of the same entity to
a double tax regime—local and federal.
However, at the same time, the U.S. Constitution contains a few provisions
imposing limitations on the said states' powers. They are the import-export, commerce,
due process, equal protection, privileges and immunities, supremacy clauses, the duty-
of-tonnage prohibition, and the first Amendment^. Most of them have already attracted
enough attention of legal writers, and the reflection of constitutional provisions in tax
law are substantially covered.
a) Due Process Clause
" See the above cited Article 1, Section 8, clause lof the U.S. Constitution.
J See e^g_. Walter Hellestein, Federal Constitutional Limitations on State Taxation , in MULTISTATE Tax
Portfolio Series, 1400 T.M. (1994).
4
See ej>. W. Hellerstein, Federal Constitutional Limitations on State Taxation , in MULTISTATE Tax
PORTFOLIO SERIES. 1400 T.M. (1994), W. Hellerstein, State Taxation and the Supreme Court. 1989 Sup.
Ct. Rev. 223 (1990); W. Hellerstein, Is Internal Consistency Foolish?: Reflections on an emerging
Commerce Clause Restraint on Interstate Taxation , 87 Mich. L. Rev. 138 (1988); W. Hellerstein, State
Taxation of Interstate Business: Perspectives on Two Decades of Constitutional Adjudication. 41 Tax
Law 37 (1987).
7In accordance with the Due Process Clause, based on the fourteenth Amendment
to the U.S. Constitution", a state's power to tax is limited by the "due process of law.*'
This clause is generally concerned with the fundamental fairness of governmental
activity. However, with respect to international tax law matters, it may be mainly
applied in two cases.
6
Firstly, the clause limits state taxing power when there is an
attempt to impose a tax on a business without substantial connection to this state. As
was noted by the Court, "due process requires some definite link, some minimum
contact between a state and the person, property, or transaction it seeks to tax." Then,
In Mobil Oil Corp. v. Commissioner of Taxes, 245 U.S. 425 (1980), the U.S. Supreme
Court set forth a two-step test for determining whether a state tax is valid under the Due
Process Clause. Under this test, in order for a tax to survive a challenge under the Due
Process Clause there must be: (a) "nexus." or some minimum connection between the
taxing state and the activity from which the income is derived; and (b) a rational
relationship between the income attributed to the taxing state and the interstate values of
the enterprise.
8
Secondly, the Due Process Clause requires that the rate of the State's
tax should fairly reflect the amount of income generated within the territory of this
State. In some decisions the Court noted the close relation of "nexus" and respectively
attributed share.
9
In this connection, it might seem logical to suppose that if a legal entity registered
in a State conducts business outside this state, it will not be taxable in this state. Or the
same might be true for an LLC that carries on transactions oversees whose members are
not residents of this State? So the question is whether the place of incorporation alone
"[N]or shall any State deprive any person of life, liberty, or property without due process of law" (U.S.
Const, amend. XIV, § 1).
6More detailed issues of the Due Process nexus, "unitary business," and apportionment appear to go
beyond the scope of this work.
7
Miller Bros. Co. v. Maryland
.
347 U.S. 340, 344-45 (1945).
8
Mobil Oil Corp. v. Commissioner of Taxes. 245 U.S. 425 (1980).
8may create this substantial nexus necessary to empower the State to tax. The reply to this
problem can be found in a quite recent case of Quill v. North Dakota. 504 U.S. 298
(1992) where the United States Supreme Court recognized that a physical presence in
the state was not required to satisfy the Due Process Clause: *'[I]f a foreign corporation
purposefully avails itself to of the benefits of an economic market in the forum state, it
may subject itself to the State's in personam jurisdiction even if it has no physical
presence in the State."'
10
Applying the stated rule to the LLC's status we have the provision that its member
may be taxed within the State on her share even if her membership in this LLC is the
only existing nexus. Although in this citation the Court addresses a "corporation", the
same also seems to be true for an individual on the basis of the reasoning that in
essence, the nature of individual business has no difference from a corporate one in
sense of its generation. It is true that by using up-to-date means of communication it is
possible to create income within a territory without any physical presence. Therefore,
based on this analysis, the Due Process Clause appears to provide little protection from
tax for out-of-state LLC members that conduct a regular and systematic business
through an entity registered in its state or are able to generated income in connection
with it should they attempt to challenge constitutionality of a State tax on this ground.
b). Commerce Clause
The basis for the Commerce Clause resides in Article I, Section 8, clause 3 of the
U.S. Constitution, empowering Congress "to regulate Commerce with foreign nations,
and among the several States, and with the Indian Tribes/' The present court doctrine
went far beyond this modest and limited area of application, and in contemporary use
this clause encompasses a whole specter of questions touching upon business relations
9
National Bellas Hess. Inc. v. Dept. of Revenue , 386 U.S. 753, 756 (1967) (in respect of nexus); and Oft
v. Mssissippi Vallev Brge Line Co. , 336 U.S. 169, 174 (1949) (in respect of apportionment).
10
Quill Corp. v. North Dakota. 504 U.S. 298, 304 (1992).
9of interstate and international commerce. With application to tax law. the Commerce
Clause is concerned with the effects of state regulation on the national economy
prohibiting the discrimination of out-of-state business on the basis of its origin by
imposing an unfair tax burden.
Although invoked by the U.S. Supreme Court throughout two centuries of
constitutional investigation, the Commerce Clause obtained its final modern shape in
Complete Auto Transit. Inc. v. Brady , 430 U.S. 274 (1977). in which the U.S. Supreme
Court articulated a four-part test to determine whether a state tax is valid under the
Commerce Clause. Under this test, in order to survive a challenge under the Commerce
Clause it is necessary that the state law have the following features :
(a) Substantial nexus must exist between the company subjected to the tax and the
taxing state. Notwithstanding this provision, courts more and more sustain states' taxes
that in essence might represent much more "minimum contacts" rather than
"substantial" ones.
1
" After the United States Supreme Court's decision in Quill v. North
Dakota. 504 U.S. 298 (1992), an out-of-state company must have a physical presence in
a state before it is subject to that state's sales/use tax jurisdiction 1 J . As was mentioned
by the Court, substantial-nexus requirement is not, like due process minimum contacts
requirement, "a proxy for notice, but rather a means for limiting state burdens on
interstate commerce."'
4
Another look at the problem represented the approach taken by
the South Carolina Supreme Court in Geoffrey, Inc. v. South Carolina Dept. of Revenue
" Complete Auto Transit. Inc. v. Brady
.
430 U.S. 274, 277-79, 287 (1977).
12
Walter Hellestein, Federal Constitutional Limitations on State Taxation . Multistate Tax Portfolio
Series, 1400 T.M., 001 1 (1994).
Ij
The U.S. Supreme Court recently revisited the physical presence requirement of Nat'l Bellas Hess. Inc.
v. Dep't of Revenue of 111. (386 U.S. 753, 87 S.Ct. 1389, 18 L.Ed.2d 505 (1967)). While reaffirming its
vitality as to sales and use taxes, noted that the physical presence requirement had not been extended to
other types of taxes. Quill. 504 U.S. at— 112 S.Ct. at 1914, 119.
14
Quill Corp. v. North Dakota, 504 U.S. 298, 306 (1992).
10
and Taxation lj . In this case the Court articulated "economic'" nexus
16
—a taxpayer who
is domiciled in one state but carries on business in another is subject to taxation
apportioned to the value of the intangibles used in his business (Curry v. McCanless.
307 U.S. 357). In this respect, it seems just to affirm that the Quill test may be applied
only to sales/use taxes and does not explicitly relates to other taxes such as gross
receipts, business occupation, gross income taxes, and also is not applicable to net
income taxes relating to the sale or licensing of intangibles.
(b) The tax must fairly reflect the activities carried on in the State. Depending on
the case the Court used varies bases to compute the fair amount. It was track mileage ;
barge line mileage 18 ; and net income
1
. In the opinion of the Court, the formula may be
inherently arbitrary
,
but not inconsistent with the previous decision of the Court if
any. Further, in Mobil Oil Corp. v. Com'r. of Taxes , 445 U.S. 425 (1980) and Exxon
Corp. v. Dept. of Revenue , 447 U.S. 207 (1980) the Court held that tax apportionment
among the states is a more preferred method of computation then its allocation to any
single place.
21
In its analysis in Goldberg v. Sweet . 488 U.S. 252 (1989) where a
telecommunication company challenged an Illinois excise tax, the Court referred to the
reasoning in Container Corp. of America v. Franchise Tax Bd. , 463 U.S. 159 (1983). In
this case, the Court elaborated an '"internal consistency" test requiring the legislature to
construe the tax so that "if every state were to impose an identical tax, no multiple
taxation would result."22 Problems that LLC faces in this case are, although slightly
15 510 U.S. 992, 1 14 S.Ct. 550 (Mem). 126 L.Ed.2d451, 62 USLW 3374, 62 USLW 3375 (U.S.S.C, Nov
29, 1993) (NO. 93-520).
,6 313S.C. 15,23.
17
Pullman's Palace Car Co. v. Pennsylvania. 141 U.S. 18,26(1891).
18
Ott v. Missisippi Valley Barge Line Co. , 3 1 5 U.S. 501 (1942).
19
Norfolk & W. R. Co. v. North Carolina. 297 U.S. 682 (1936).
20 Underwood, 254 U.S. 113, 121 (1920): Hans Rees' Sons. Inc. v. North Carolina , 283 U.S. 123, 133,
(1931).
21
22
! Exxon , 447 U.S. at 208; Mobil , 445 U.S. at 437.
Container. 488 U.S. 252, 261.
11
different, substantially still the same as for ordinary U.S. business organizations. In the
international context, it represents the reflection of a universal principle of taxation on
the basis of its source. At the same time, these provisions confirm the State's right to
impose taxes on events that are not taxable at the federal level.
(c) Discrimination against interstate commerce. In accordance with this principle a
state cannot discriminate against out-of-state business favoring its local one. In this
way. the Court found unconstitutional the New York stock transfer scheme which set
forth advantages to deal through the New York Stock Exchange"""; declared void
Louisiana's First Use Tax on natural gas due to the fact that only local facilities could
benefit credits and exclusions provided by the law" ; invalidated an exemption from
excise duty for locally produced beverages"". A quite interesting case involving a
domestic international sales corporation took place in 1984 where the state of New
York tried to encourage conducting business from this state provided substantial credit
against the corporate franchise tax.
26
In opinion of the Court. ' L [n]o State, consistent
with the Commerce Clause, may impose a tax which discriminates against interstate
commerce ... by providing a direct commercial advantage to local business."" It is
hardly possible to find any particularity with respect to LLCs in this case.
(d) The tax must be fairly related to services provided to the taxpayer by the
taxing state. In courts practice it was interpreted as "the benefits of a trained work force
and the advantages of a civilized society." In Commonwealth Edison Co. v. Montana.
453 U.S. 609 (1981) quoting the Exxon and Japan Line the Court expanded this
explanation by following: "the just share of the state tax burden includes sharing in the
" J
Boston Stock Exchange v. State Tax Com. , 429 U.S. 3 1 8 ( 1 977).
2A
Maryland v. Louisiana. 451 U.S. 725, 756 (1981).
23
Bacchus Imports. Ltd. v. Dias. 468 U.S. 263 (1984).
26
Westinghouse Electric Corp. v. Tully. 466 U.S. 388 (1984).
27
Id. at 403.
28
Japan Line. Ltd. v. County of Los Angeles. 441 U.S. 434, 445 (1979).
12
cost of providing police and fire protection, the benefits of a trained work force, and the
advantages of a civilized society."" In essence, it seems absolutely reasonable to agree
with the opinion that this "fairly related'" test is in close relation with the general notion
of nexus/ The same is to be said with respect to the state taxation of a foreign member
of an LLC. Usually, this principle is hard to differentiate from that of nexus, when
services provided represent a nexus itself even if this service is just the incorporation
within the jurisdiction.
c). Foreign Commerce Clause
In already cited Japan Line. Ltd. v. County of Los Angeles. 441 U.S. 434 (1979),
the Court introduced additional steps to the Complete Auto Transit test, related
specifically to foreign commerce. In opinion of the Court, deciding the issues of
constitutionality
a court must also inquire first, whether the tax. notwithstanding
apportionment, creates a substantial risk of international multiple taxation,
and. second, whether the tax prevents the Federal Government from
"speak [ing] with one voice when regulating commercial relations with
foreign governments." Michelin Tire Corp. v. Wages
.
423 U.S. 276
(1976). If a state tax contravenes either of these precepts, it is
unconstitutional under the Commerce Clause/ 1
Obviously, this principle is in evident conflict with that discussed at the paragraph
dedicated to the Due Process Clause when the place of incorporation may represent a
sufficient nexus to the entity to subject it to a tax. In this case not only a '"risk," but an
J
9 Commonwealth Edison Co. v. Montana. 453 U.S. 609, 624 ( 1 98 1 ).
See e^s. Walter Hellestein, Federal Constitutional Limitations on State Taxation , Multistate Tax
Portfolio Series, 1400 T.M., 0022 (1994).
Japan Line, at 434.
13
inevitable double or even triple tax may be imposed."''' Applying this rule to the taxation
of an LLC with a foreign member, the literal meaning of the paragraph might lead to the
conclusion that the tax may be found unconstitutional on the ground that it has already
been taxed abroad. Actually, if we look at the context, it is possible to conclude that this
principle is auxiliary to the general Commerce Clause principle preventing states from
discriminating against foreign trade by means of imposing additional tax barriers and
does not interfere with other constitutional provisions.
But we have a quite different situation when at the same time the interests of
Federal, State, and foreign governments are involved. In this case it may really happen
that the same income may be subject to tax abroad, at a federal level, and at the state
level. In this context, it is clearly aimed at the abating of the burden of multiple tax by
means that the United States is represented by its Government in international matters.
In this sense, the Nation does need to ''speak with one voice" especially if there are
some obligations arising from an international treaty.
With respect to an LLC with foreign participation it means that even if a State levy
passes the tests discussed in above paragraphs and absolutely valid for U.S. residents,
but there are provisions under international law, the State tax regime does not apply. It is
to be mentioned that in this case not the international law is conferred a direct effect, but
it is the preemption of federal legislation residing in the already quoted Article 1,
Section 8, clause 1 of the U.S. Constitution.
3. U.S. Law and International Tax Treaties.
Turning to the topic of international treaties, one may say that U.S. law provides a
rather confusing picture in comparison to other countries where an international
obligation imposed by the treaty preempts domestic legislation. In contrast to this,
Especially if the entity is incorporated in one place, conducts its business in another, and has a
managing body residing in the third.
14
Article VI. clause 2 of the U.S. Constitution provides both the same status of the
supreme law of the land. Therefore, if there is a controversy between the two, the later
in time must prevail. Of course, this unusual state of things is considerably mitigated by
the practice when the interpretation of the U.S. statutes is made in a way so that they did
not conflict with the treaty provisions and the authority applying the Code is always
looking into the intent of Congress, but it still does not remove the possibility of
changing international obligations within the ordinary legislative work. For instance,
Section 7852(d)(l)JJ of the Technical and Miscellaneous Revenue Act (1988) set forth
some changes that overrode the treaties in force, and identified some few that did not.
Another example to be cited is the enactment amendments to the rules of section 877 in
1 996 when the alterations contradicted some tax treaties previously signed, preempting
them under the later-in-time rule. At the same time, Congress recommended to the
Treasury Department to review existing treaties and renegotiate those that may conflict
with newly enacted regulations. As a mitigating measure it was stipulated that "any
conflicting treaty provisions that remain in force would take precedence over the ...
provisions as revised."
34
This peculiarity, of American law has a direct effect to the application of
international tax treaties to U.S. LLCs. If we take into consideration only the text of the
treaty, for example with the Russian Federation or Canada, we might think that its
provisions must apply to U.S. LLCs as well because they unequivocally refer to
"residents" of the signing parties.' Under foreign law, a legal entity formed in
^ (d) Treaty obligations.
—
(1) In general.—For purposes of determining the relationship between a provision of a treaty and any law
of the United States affecting revenue, neither the treaty nor the law shall have preferential status by
reason of its being a treaty or law.
\\ H.R.Rep. No. 496 (Part 1), 104th Cong.. 2d Sess. 155 (1996).
See Article I of the respective treaties. Convention between the United States of America and the
Russian Federation for the Avoidance of Double Taxation and Prevention of Fiscal Evasion with Respect
to Taxes on Income and Capital (available in Westlaw as 1993 WL 841567); Convention between the
15
accordance with the rules of a country usually is a domiciliary of such country based on
its origin. But it is not the case. To be exact. § 894 (c)(r)
J> denies treaty benefits for
certain payments through hybrid entities:
A foreign person shall not be entitled under any income tax treaty
of the United States with a foreign country to any reduced rate of any
withholding tax imposed by this title on an item of income derived
through an entity which is treated as a partnership (or is otherwise treated
as fiscally transparent) for purposes of this title if:
(A) such item is not treated for purposes of the taxation laws of such
foreign country as an item of income of such person.
(B) the treaty does not contain a provision addressing the applicability of
the treaty in the case of an item of income derived through a partnership,
and
(C) the foreign country does not impose tax on a distribution of such
item of income from such entity to such person.
It is evident that all the above is applicable to a U.S. LLC should a foreign partner
impose a similar treaty exclusion.
Neither the USA-Canada treaty, nor the USA-Russia treaty specifically addresses
pass-through entities, therefore the treaties with these countries are inapplicable.
Generalizing, any hybrid entity will fall within this section because of paragraph A. If it
were not true, it would be possible that a foreign investor from a treaty country could
organize a U.S. LLC conducting business in its investor's place of origin. Due to the
treaty provisions this activity would not be taxable in this country as a U.S. corporation
conducting trade or business without permanent establishment. At the same time, it
United States of America and Canada with Respect to Taxes on Income and on Capital. T.I.A.S. 1 1087
(available in Westlaw as 1984 WL 161896).
16
would not be taxable in the United States if it chose to be treated as partnership because
there is no U.S. trade or effectively connected income, nor the taxpayer has sufficient
residential nexus.
B. Federal Legislation
1 . Code Provisions
a) Formation ofLLC
Pursuant to Section § 721 of the Internal Revenue Code, neither gain nor loss is
recognized by the member or the entity as a result of member's contribution of cash or
property to an LLC in exchange for its interest. Generally, the member's tax basis will
be represented by the amount of cash or property contributed. (IRC §§ 722 and 723). If
this property is subject to a liability, the member will recognize the gain from this
deemed distribution and be taxed on the amount of such liability transferred. (IRC §
752(b)). When a member obtains a capital interest in the LLC in exchange for services,
she will immediately recognize gain equal to the fair market value of this interest (IRC
§66).
b) Allocation of Gains and Losses. Distributions
One of the most important features of an LLC is that its members are entitled to
agree to allocations in the operating agreement when the allocations have '"substantial
economic effect" or are in accordance with the members' interest in the LLC. If the
operating agreement is silent on this matter, the tax will be assessed in accordance with
the taxpayers economic interest in the entity. (IRC § 704 (a); IRC § 704(b)). In
accordance with IRC, Section 704(c), if the property is recorded on the LLC's books at
a fair market value that differs from the property's tax basis, then the built-in gain or
loss will be allocated to the member who had contributed it to the LLC. (Reg. § 1.704-
56 26 U.S.C.A.
17
1(b)(4)(D). As a general rule, distributions by the LLC to a member does not result in
gain to the member since the distribution reduces the member's outside basis by the
amount of the distribution and the inside basis of the property distributed. (IRC § 733).
The sale or exchange of an interest in an LLC will represent a taxable event similar to
the sale of exchange of any other asset.
c) Liquidation of an LLC
As with a partnership, if an LLC ceases its business operations or there was a sale
or exchange of fifty percent or more of the total interests in capital and profits within a
period of twelve months, it is subject to a termination rule. (IRC § 708(b)(1)). The
termination closes the taxable year with respect to all members. (IRC § 708(b)(l)(iii).
And if it is caused by the sale or exchange, in order to be in good standing for tax
purposes, the LLC is deemed to distribute all its assets to its members in proportion to
their interests, and after that it is assumed that they contribute the assets to another LLC.
2.
;i
Check-the Box" Regulations.
Until 1 996. in order to qualify to be treated as partnership for federal tax purposes,
an LLC must not have possessed any two corporate characteristics: limited liability,
continuity of life, free transferability of interests, and centralized management. (Former
Reg. § 301.7701-2). Interpretation of these terms for tax purposes and uncertainties with
respect to single-member LLCs (SM-LLC) made it difficult to use in current business.
As a consequence, since January. 1997 Regulations finalizing previous proposals
came into force as Regulations §§ 301.7701-1. 301.7701-2. 301.7701-3. Usually
referred to as "check-the-box." these regulations allow the eligible taxpayer (business
organization) to elect its taxpayer status. If no election has been made, the Regulations
apply the default rule, under which LLCs are treated as partnerships.
An entity having at least two members may elect between treatment as a
corporation or a partnership, and a single-member entity may elect to be treated as a
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sole proprietorship or a corporation: '"A business entity with only one owner is
classified as a corporation or is disregarded; if the entity is disregarded, its activities are
treated in the same manner as a sole proprietorship, branch or division of the owner."
(Reg. §301.7701-2(a)). Pursuant to the default rules an unincorporated entity with only
one member is automatically disregarded as an entity separate from its owner if no
election has been made with respect to the classification of the entity. (Reg. §301.7701-
3(b)). So if there is no special reason to do so, very few SM-LLCs elect to be treated as
corporations.
Regulation § 301.7701-1 represents a general overview of the changes. First, it
defines the requirements an entity must meet to qualify as separate from its owners, and
expressly indicates that this question is governed by federal, not state, law recognizing,
therefore, possible difference of treatment for state and federal purposes. Further, this
regulation defines the terms of domestic entity, foreign entity, and state. In accordance
with the regulations, a "domestic" entity must be organized or created under the law of
one of the States, and a "foreign" entity is that one which is not "domestic". The
Regulations consider eight groups of entities, but only a "business entity" as provided
by Regulation § 301.7701-3 has the right to make the election. In essence, the choice of
possible taxpayers of this kind is limited to partnerships and LLCs. Moreover, Reg. §
301 .7701-2(b)(l)-(8) contains a list of 80 countries whose corporations are explicitly
excluded from the list of entities eligible to make the election as being originally formed
in their home countries as entities inconsistent with the partnership organization.
Almost exclusively, they represent joint stock companies or other analogs of U.S.
corporations in which "the members have no personal liability for the debts or claims
against the entity by reason of being a member." (Reg. §301.7701-3(b)(C)(ii)).
However, there is no doubt that they are entitled to enter the membership of an LLC.
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Pursuant to Reg. § 301 .7701 -3(c)( 1 ) (iii) an eligible entity may elect to be
classified (as well as change its classification) at any time by filing Form 8832. The
election becomes effective on the date filed or on a specified date within seventy-five
days prior, or up to 12 months after the actual date of filing. Nevertheless, once the
election is made, another change of classification cannot be made within 60 months
after the effective date of the original election without consent of the IRS. However, if
the ownership of the entity has changed so that more than 50 percent of it did not
participated in the election, the classification may be changed. It is worth noting that in
accordance with the Preamble, this fact by itself may represent a taxable event. For
instance, if a conversion took place from a corporation to a partnership, the taxpayer
must recognize gain attributable in such cases to liquidations of corporations.
The entity making the election is required to provide its Employer Identification
Number (EIN) on the election form. If the entity already has an EIN, it retains it even if
the classification has changed. (Proposed Regulation § 301.7701-3(c)(l)(i)). If the
entity does not have the EIN at the time of filing, it must apply for it in Form SS-4 when
it files the election.
C. State Legislation
The state tax rules applicable to LLCs vary largely from one to another. " Because
there is little uniformity, the discussion in this work is limited to the main groups of
A detailed analysis of State taxation of LLCs is beyond the scope of this thesis. Recent publications
represent a rather exhaustive study of States' legislation on the topic. To mention a few: J. William
Callison, Maureen A. Sullivan, Limited Liability Companies: State Statutes and Federal
Materials, (West pub.) (1999); Philllip L. Jelsma, State Taxation of Limited Liability Companies and
Partnerships
,
Multistate Tax Portfolio Series, 1560 T.M. (1999); Phillip L. Jelsma, Esq. State Taxation of
Limited Liability Companies and Partnerships
. Multistate Tax Portfolio Series, 1560 T.M. (1999).
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problems that a tax planner structuring a transaction may encounter. It goes without
saying that in every particular case a detailed research on the topic is necessary.
The most common method of treating LLCs under state tax law is to recognize the
classification adopted for federal tax purposes (California, Maryland, and New
Mexico). The majority of States passed legislation reflecting the federal Check-the-Box
rules. Two states (Louisiana and Colorado) enacted laws requiring that an entity should
be taxed at the state level in the same manner as it is taxed at the federal level. A few
States decided to treat LLCs as partnerships (providing them with traditional pass-
through status) evidently disregarding the federal tax classification (Arkansas, Hawaii,
New Hampshire). Florida and Texas have chosen to classify LLCs as corporations, and
finally, a few states do not impose a corporate income tax at all (Wyoming and
Nevada).
Another group of states imposes taxes levied in proportion to the number of LLC
members. In New York, the fee is $50 per member with the minimum of $325 and
maximum of $10,000. Tennessee established a $50 fee per member, and taxes bond
interest and stock dividends received by LLCs at the rate of 6%. The per-member fee
adopted in Tennessee is from $300 to $3,000 respectively.
Some state tax LLCs at the entity level. Thus, Illinois imposed a "personal
property replacement tax" on the LLC's net income; Michigan set forth a single
business tax on all persons conducting business activities in the state; New Hampshire
levies a business profits tax on the LLC's income in proportion to the aggregate interest
of resident members, in the meantime, the members themselves are not taxed on
income; West Virginia imposed a withholding regime on any entity treated as a pass-
through entity for federal income tax purposes. The tax is imposed on the portion
effectively connected to the state, which is allocable to a nonresident owner. The
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District of Columbia and the New York City both have unincorporated business taxes
levied from on LLCs.
A few states, such as Arkansas, Delaware, Kansas, and West Virginia impose a
franchise tax. In some cases, the classification of an LLC may vary within the same
state in accordance with the tax imposed. Florida's tax on intangible personal property is
an example to this-it is levied on entities that own, control, or manage this asset in the
state.
Single-member LLCs represent a separate problem. One aspect of this is that the
incorporation of single-member LLCs is not available in all states (at the moment, there
is a requirement of two members in Washington, D.C., Idaho. Massachusetts, and
Pennsylvania). In this respect, one question may arise—how the states that disallow
their own single-member LLCs will treat LLCs formed in other states. It seems that two
options are equally legitimate: to respect the classification adopted in the state of origin
or to apply its own rule. California, for example, chose to allow LLCs to be disregarded
for tax purposes and tax them as partnerships. However, it does not mean that the others
shall follow this example.
Another group of issues connected with single-member LLCs is whether the state
treatment of multiple-member LLCs is identical to single-member LLCs and whether
they are allowed to make choice with respect to the election.
While the majority of states allow single-member LLC's to determine their tax
classification under the Check-the-Box Regulations, in other states the tax classification
is prescribed. For example, in Alabama single-member LLCs are regarded as
partnerships; Arkansas prohibits them from being treated as corporation. We discern a
form of evolution in Florida. Initially, it imposed a corporate tax on LLCs even if the
owner was represented by a corporate entity, without paying attention to the fact that
consequently, the member would be subject to double taxation. Finally, to avoid this
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result, the Florida legislature adjusted the statutes providing the opportunity to be
treated in the same way for state tax purposes as for federal purposes/
' See John E. Gaggini, John A. Biek & al., State Tax Issues Arising from the Use of Pass-through
Entities to Structure Transactions , in Tax STRATEGIES FOR CORPORATE ACQUISITIONS, DISPOSITIONS,
Spin-Offs, Joint Ventures, Financings, Reorganizations, and Restructurings 1999 (PLI Tax
Law and Estate Planning Course Handbook Series No. J0-001E, October-November, 1999) at 777.
(Accessible through Westlaw as: 450 PLI/Tax 759).
PART II. PRINCIPLES OF INTERNATIONAL TAXATION WITH RESPECT TO
U.S. LLC'S NON-RESIDENT MEMBERS
The Third Restatement of the Foreign Relations law of the United States
enumerates principles under which the United States establishes tax jurisdiction. It is
nationality, domicile or residence, presence or doing business within the country, and
location of property used in the generation of income or other transaction rules
indicating the source. §§411,412 (A.L.I. 1986). In interpretation of these principles for
legal entities, nationality, domicile or residence is usually determined by the place of
incorporation. Presence or business within a country characterizes the active source of
income or in U.S. legal interpretation "a trade or business." And finally, the last
principles apply to passive sources or income from investments in the United States.
Actually, the particularity of taxation of the last type of income is determined by its
nature. It appears hard to believe that a country may exempt from taxation operations
with respect to property having permanent situs within. Returning to the definition of
residency, a similar provision contains Article 4(1) of the 1996 Model Income Tax
Convention stating that twthe term 'resident of a Contracting State' means any person
who, under the laws of that State, is liable to tax therein by reason of his domicile,
residence, citizenship, place of management, place of incorporation, or any other
criterion of a similar nature." Thus, in general terms, the taxability of a person depends
on two main criteria: the residence and the source of income earned.
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A. Impact of Residency
1 . Statutory Provisions
In contrast to the U.S. residents, which are taxed under the Code on their
worldwide income, non-residents are generally liable only for taxes on their U.S.-source
income of specified types and income effectively connected (or deemed to be so) with a
trade or business conducted by such a person in the United States. Capital gains that are
not effectively connected with a U.S. trade or business generally do not create a U.S.
tax liability .
With respect to LLCs, this relatively clear picture is considerably complicated by
its pass-through nature, i.e. a single individual, an association, a corporation, or a
combination thereof may use the cover of the legal entity to conduct for-profit
operations. The main problem in this case is that a domestically formed LLC may
contain a foreign-resident member, who may have no other connection to the country
except her acquired interest. The same point arises if a foreign entity (partnership or
corporation) is involved. Applying the general rule, there is no doubt that domestic
LLCs formed under the law of one of the States has its residence in the State. And on
this ground, as discussed in Part I, the State has the power to impose tax on it.
However, at the same time, the check-the-box regulations allow one to disregard
the entity level and to address the individual taxpayer. Therefore, it would be natural to
expect that the IRS in providing this pass-through tax regime will at the same time
apply the same pass-through principle with respect to any tax-generating activity of the
taxpayer. That is to disregard the "domestic"" nature of an entity with foreign
participation and subject it to the ordinary withholding rule. Actually, it is hard to figure
out what might really prevent a delinquent person from registering a pass-through
entity, which after certain activity merely transfers the funds abroad without paying a
With the exception of real estate property, of course.
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penny in taxes. The only rationale not to apply this withholding regime is that not only a
pass-through entity may be used for this purpose but a corporation, or any other form of
business organization as well.
2. Double Taxation Treaty Application. Concept of '"Permanent
Establishment""
As discussed in Part I, provisions of U.S. tax treaties do not apply to LLCs unless
they expressly refer to pass-through entities. " Moreover, Article (l)(d) of the Modal
Convention seems to be treating pass-through entities as residents referring to the
domestic law of each contracting party or, in fact, to the principles of determining the
source of income:
[a]n item of income, profit or gain derived through an entity that is fiscally
transparent under the laws of either Contracting State shall be considered
to be derived by a resident of a State to the extent that the item is treated
for purposes of the taxation law of such Contracting State as the income,
profit or gain of a resident.
In essence, this provision refers to ordinary Code rules establishing that a non-
resident is taxed on sources deemed to be from the United States, but not from the
sources outside the United States and is not subject to tax liability from all other
sources.
However, the next question is whether the foreign members participating in a U.S.
LLC having active operations in the United States are entitled to benefit the from treaty
regime as persons conducting trade or business without being present in the country. In
other words, the question is whether the fact of holding an interest in an LLC itself is
sufficient to create a permanent establishment, as it is understood under the 1 996 Model
Income Tax Convention.
See discussion at 15.
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Article 5(1 ) of this document provides that the notion of permanent establishment
represents a fixed place of business through which an enterprise fully or in part carries
on its business activities. Article 5(2) indicates that the term "permanent establishment""
includes a place of management, a branch, an office, a factory, a workshop, and a mine.
an oil or gas well, a quarry or any other place of extraction of natural resources. Article
5(3) of the U.S. Model Income Tax Convention sets forth that a building site or
construction or installation project, or an installation or drilling rig or ship used for the
exploration or exploitation of natural resources, constitutes a permanent establishment
only if it lasts or the activity continues for more than twelve months. On the one hand,
an LLC could be considered as a branch, office, or a workshop, or be engaged in
extracting business owning a mine or an oil well. Or its structure might fall within the
scope of Article 9(1). which provides
a) an enterprise of Contracting State participates directly or
indirectly in the management, control or capital of an enterprise of the
other State; or
b) the same persons participate directly or indirectly in the
management, control, or capital of an enterprise of a Contracting State
and an enterprise of the other Contracting State,
and in either case conditions are made or imposed between the two
enterprises in their commercial or financial relations that differ from
those that would be made independent enterprises, then any profits that,
but by reason of those conditions have not accrued, may be included in
the profits of that enterprise and taxed accordingly.
On the other hand, the same arrangements might be regarded as preparatory or
auxiliary activities under Article5(4) of the Model Convention which further expressly
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excludes them from the concept of "permanent establishment." That is the LLC may be
used solely for the purpose of storage, display, or delivery of goods or merchandise
belonging to the parent enterprise; the maintenance of a stock of good or merchandise
belonging to the foreign enterprise solely for the purpose of storage, display or delivery;
the maintenance of a stock of goods or merchandise belonging to the enterprise solely
for the purpose of processing by another enterprise; the maintenance of a fixed place of
business solely for the purpose of purchasing goods or merchandise, or of collecting
information, for the enterprise; the maintenance of a fixed place of business solely for
the purpose of carrying on. for the enterprise, any other activity of a preparatory or
auxiliary character; or the maintenance of a fixed place of business solely for any
combination of the above mentioned activities. This treatment is supposed to be
available even if several of these auxiliary activities are simultaneously carried on or a
combination thereof.
Another option is to consider the LLC as an agent of the member. In this case.
Article 5(5) of the Model Income Convention applies. Under that provision, a person
acting on behalf of an enterprise and having and habitually exercising in a contracting
state the authority to conclude contracts in the name of the enterprise creates a
permanent establishment/ But at the same time, if this person's activity is to be
considered of auxiliary character as described above or carried on by an agent of
independent status, the enterprise is not deemed to have a permanent establishment.
(Article 5(6))
4
' In Donroy, Ltd. v. U.S.
.
301 F.2d 200, 204 (1962), the court referring to a previous case of Johnston v.
C.I.R.
,
24 T.C. 920 ( 1 955 ) held that the interest in a partnership created a permanent establishment for its
partner on the ground of agency.
4
See Taisei Fire and Marine Insurance Co.. Ltd. v. Com'r. 104 T.C. 535 (1995) discussing whether a
reinsurance agent in the United States constitutes agency of independent status.
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In theory of law this problem is represented b\ two fundamental approaches
expressed by the court in Robet linger v. Commissioner/
Two views have long competed regarding the basic nature of a
partnership. The "aggregate theory" considers a partnership to be no more
than an aggregation of individual partners. ...The "entity theory"
characterizes a partnership as a separate entity; under this view, the offices
would be attributable to the partnership but not the partners. ...
Courts remain ambivalent in their treatment of partnerships,
dealing with them as aggregates for certain purposes and as entities for
others.
It seems that the answer to this problem may be found only in the combination of
Code provisions and applicable case law. Section 702 reflects the basic aggregate
principle, that each member is taken into account separately from her distributive share
of the LLCs items affecting the member's individual tax liability. (Section 702(a) and
(b))
6
. Consequently, Treasury regulation Section 1.702-1 (b) provides that the member's
distributive share in LLC is determined as if the member realized the income directly
from the parties that the partnership dealt with. Accordingly, the source of a member's
distributive share in the LLC's income, as well as losses and deductions, is computed as
if the partner realized the income directly from the initial source. Section 875(1),
therefore, sets forth a pass-through rule specifying that a non-resident member
(individual or legal entity) shall be considered as conducting trade or business within
the United States if the partnership (or in our case an LLC) is so engaged. Further
authority for this point is provided by the leading case of Robet Unger v.
5 936F.2d 1316, 1318 (1991), 290 U.S. App. D.C. 259, 261 (1991)
6 See also: Treasury regulations Section 1 .702- 1 (a)(8)(ii).
7
Id.
8 See Treasury regulations Section 1 .875-1
.
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Commissioner. 936 F.2d 1316 (1991), 290 U.S. App. D.C. 259 (1991 )
9
,
where the court
found that the capital gain of a partnership should be attributed under the U.S.—Canada
income tax treaty to a Canadian limited partner. Making the choice between the ''entity"
and the "aggregate" approaches, the court decided in favor of the latter recognizing that
an interest in a partnership within the United State creates a permanent establishment
for its partner. Further, in Rev. Rul. 91-32, 1991-1 C.B. 107 the Service opined that the
gain or loss realized by a foreign partner from a treaty country from the disposition of
an interest in a partnership having a U.S. permanent establishment would be attributed
to the permanent establishment. If, apart from the property attributable to the permanent
establishment, the partnership has disposed of some other property, it will be taxed only
on the part attributed to this permanent establishment.
B. Impact of the Source and Withholding Regime
In general terms, the taxation of foreign persons depends on the following three
major categories of income: effectively connected income, fixed or determinable annual
or periodical income, and U.S.-Source Capital Gain. All of them generate taxable
income for a non-resident as far as derived from sources within the United States.
Although the immediately following discussion is of universal application, these
provisions are directly applicable to the taxation of a single-member LLCs as long as it
may be disregarded as entity separate from its owner. Slightly different tax rules that are
applied to multiple-member LLCs are discussed further on.
A series of Code sections establish the tax rule depending on the nature of income
the foreign member earns through her participation in the U.S. LLC. Although very
See also §§ 871(b) and 882(a). Former case law in its majority also supports the aggregate approach:
Vitale v. Commissioner. 72 T.C. 386, 389-90 (1979); Johnston v. Commissioner. 24 T.C. 920 (1955);
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specific in every case, it still seems possible to divide these rules into two categories:
income effectively connected with conducting a trade of business within the United
States and passive income often connected with the rental or use of some property.
Specific problem represent operations with the U.S. real property, which depending on
the circumstances may constitute either ECI or FDPI.
1 . Source rules
a. Effectively Connected Income
Analysis of several Code provisions confirms that in almost all cases with respect
to LLCs or partnerships the pass-through or ''aggregate'" approach is taken. Therefore,
the foreign member will be taxed on her share of income derived from sources within
the United States. Similarly, Section § 871(b) provides that a nonresident alien engaged
in a trade or business within the United States should be taxable on her "taxable
income" which is effectively connected with the conduct of a trade or business within
the United States. Further, Section 873(a) of the IRC specifies that a non-resident
individual is entitled to deductions under Section 871(b) to the extent the income is
derived from active sources in the U.S. The respective regulations contain the rule for
proper apportionment and allocation of the deductions applicable hereto. A similar
regime is provided for foreign corporations engaged in a trade or business in the United
States. Section 882(c), for example, specifies that a foreign corporation is entitled to
deductions offsetting effectively connected income only with respect and to the extent
they are allocable to the active sources within the United States.
The Code and Regulations do not provide the statutory definition what constitutes
a U.S. trade or business. Rather, its existence is dependent upon all the facts and
circumstances of a particular case However, generally this character of activity imply
continuous and regular operations performed by the by the foreign person or her
Cantrell & Cochrane. Ltd. v. Com'r. 19 B.T.A. 16, 22-25 (1930); Palda v. Com'r . 253 F.2d 302 (8th Cir.
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agent.
10
In addition, such considerations as (a) the nature of the U.S. activities, (b) the
level or extent of the U.S. activities, (c) the continuity of U.S. activities, (d) the amount
of time devoted to U.S. activities, (e) the amount of income derived from U.S. activities,
and (f) other relevant facts and circumstances may be highly important in determining
the presence of a U.S. trade of business." The matter is complicated by the fact that the
IRS does not issue rulings determining whether a foreign person is engaged in a U.S.
trade or business or whether a particular income represents ECI.
An important issue is that the pass-through regime provided by an LLC to its
member appears to effect the imputation of U.S. Trade or Business for its foreign
member if such an LLC so engaged. J As a result of this a foreign member of the LLC
is subject to tax on its share of the U.S.-source income of the entity. Even of the foreign
member personally does not involved in any kind of operations, she is deemed to be
engaged if the LLC do so. A mere membership is enough to trigger all the
consequences of conducting a U.S. trade or business including the obligation to file the
return. Consequently, she is taxable on all the U.S.-source income that may not have
been subject to U.S. taxation absent imputation of a U.S. trade or business. In contrast
to the above general rule, there are some particularities in taxation of specific classes of
income or some irregularities arising from the structure of the entity.
1958), affg 27 T.C. 445 ( 1 956); Craik v. U. S.. 3 1 F. Supp. 132 (Ct. CI. 1940).
10
In PLR 9229025 (Apr. 21. 1992) IRS informs that activities in the United States through an agent will
be regarded as engagement in a U.S. trade of business. Case law provides some more details on the
matter. Under the leading case of Hanfield v. Commisionner
, 23 T.C. 633 (1955), the more power the
agent possesses with respect to conducting the business, the more the foreigner is likely to be found
engaged in a U.S. trade or business. Nevertheless, it still appears that no bright line exists, and issues of
presence of trade or business must be determined on a case-by-case basis.
See , e.g.. de Amodio v. Comm'r, 34 T.C. 894 (1960) (a non-resident acting through an agent was
conducting a U.S. trade or business because his agent's activities were found considerable, continuous,
and regular); Lewenhauptv. Comm'r, 20 T.C. 151 (1953), aff d per curiam, 221 F2d 227 (9th Cir. 1955)
(issuance of a general power of attorney to the agent resulted in recognition of presence of trade of
business); Barbour v. Comm'r , 3 T.C.M. 216 (1944) (small amount of income generated by rental
properties managed by agents do not constitute engagements in a U.S. trade of business).
12
Rev. Proc. 99-7, 1999-1 I.R.B. 226, §4.01(3).
13
Section 875 (2); Treas. Reg. §1.875-1.
14
Section 875(1); Treas.Reg. § 1.1 630)- 1-
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Holding for Investment. A simple holding of securities for investment. ? even
involving occasional sales, generally must not result in recognition of engaging in a
U.S. trade or business.
Trading Through Brokers. A similar provision allows a foreign person to avoid
taxation on trading in stocks or securities through a resident broker, commission agent,
custodian, or other independent agent if the foreign person does not have an office or
other fixed place of business in the United States through which, or by the direction of
which, the transactions are effected. 16 However, it is not the case in point for an LLC,
which will likely be considered as the office or fixed place of business of each of its
members. ' In order to qualify the tax-exempt regime, the LLC meet two conditions: ( 1
)
the partnership does not a dealer in stock or securities under Regulations Section 1.864-
2(c)(2)(iv), and (2) the partnership's principal business is trading in stocks or securities
for its own account. It became possible after the Congress passed the Taxpayer Relief
Act of 1997 that removed the requirement that the taxpayer office must be outside the
United States. 18
Income from the Disposition of a U.S. Real Property Interest (USRPI). Starting
from the Foreign Investment in Real Property Tax Act of 1980, the net income from
dispositions of United States real property interests, including interests in United States
real property holding corporations, obtained by a foreign person is deemed to be
effectively connected income (ECI) subject to taxation on a net income basis at the
ordinary rates, without regard as to whether the foreign person is engaged in a U.S.
trade or business. However, a non-resident person that receives income derived from
real property held for the production of income in the United States has the right to
Whipple v. Comm'r
. 373 U.S. 193 (1963).
Section 864(b)(2)(A)(i) and Treasury Regulations §1.864-2(c)(l)
See Unger v. Comm'r. 936 F.2d 1316 (D.C. Cir. 1991); Donrov, Ltd. v. U.S. , 301 F.2d 200 (9th Cir.
1962).
18
Section 1 162 of the Taxpayer Relief Act of 1997 Act.
make the election to treat such income as ECI even if this person have no any other
U.S. -related source income. (Sections 871(d) and 882(d)).
It appears to be rather unclear whether the rental of U.S. real estate constitutes a
U.S. trade or business. Mostly, similar to the general case, the determination of such
presence is based on all of the facts and circumstances. Case law provides some clues
with this respect, but still no case has ever attempted to draw a bright line separating
these issues. In this way, in Neil v. Comm'r . 46 B.T.A. 197 (1942) a simple ownership
of U.S. real property did not represent engagement in U.S. trade or business although
the taxpayer's attorneys collected the rent and paid the mortgage on behalf of the
taxpayer from the U.S. office). Similarly, in Herbert v. Comm'r , 30 T.C. 26 (1958) a
non-resident alien's rentals of a single property were not found a U.S. trade or business.
Relevant circumstances were found the facts that the parties concluded a long-term
lease where the tenant was responsible for current repairs and the landlord was present
in the U.S. only for a short period of time to negotiate the terms of the lease. However,
in Schwarcz v. Comm'r, 24 T.C. 733 (1955) a rental of a single piece of property was
found to be a trade or business 19 . Conversely, PLR 871 1005 (Nov. 24, 1986) it was held
that a long-term lease of land was not the operation of a business. If a rental activity
does not constitute a trade or business, the gross amount of rent will represent FDAP
that is subject to withholding tax at 30 percent. It appears quite clear that the risk of
being exposed to a relatively high tax rate even on a tiny rental income may result in an
unreasonably heavy tax burden or considerably diminish the interest of foreign persons
for this sort of investments. As a result of this, in such circumstances the Code
provisions allow the non-resident taxpayer to make the election to treat this income as
ECI even if her activity cannot qualify as a U.S. trade or business." Although resulting
in the tax regime as it were ECI, nevertheless such election does not permit to convert
19 See also Curphey v. Comm'r , 73 T.C. 766 ( 1 980); and PLR 8048006 (July 30, 1 980).
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rental passive income (mortgage interest, dividend from a real estate investment trust.
rentals from personal property, and income from property held as a principal residence)
into business or ordinary income." nor will cause the taxpayer to be treated as being
engaged in a U.S. trade or business with respect to other classes of income".
Turning to the Impact of Treaties that might have effect on this type of activity, it
is noteworthy mentioning that only the United State-Ireland Income Tax Treaty reduces
the rate of tax on real property income to 1 5 percent. ~ J And even if the resident of the
treaty country qualifies the conducting trade or business under U.S. law, she is still not
allowed to claim the treaty benefits on the basis of absence of physical presence in the
country. However, sometimes the treaty may allow the taxpayer to elect to be taxed on a
net basis. This provision does not appear of a great value for a person whose rental
income constitute the only business in the U.S. because the same right may be obtained
under the U.S. Code provisions. While a taxpayer having additional sources may benefit
it in full because she cannot choose to be treated under the Code for one purpose, and
the treaty for another.
Returning to the tax planning technique, it seems possible to conclude that it is
advisable to characterize the income as ECI in the case where the taxpayer in addition
to the burden of tax return obtains the right to claim deductions, while sometimes a
FDAP may be preferred for its flat rate when the property does not require further
investments.
Branch Profits Tax represents a particular problem for a foreign investor. Due to
the fact that the LLC is considered as its branch or division, a non-resident corporation
engaged in a U.S. trade or business in addition to the tax on its business income is also
20
Sections 871(d) and 882(d).
21
Treas. Reg. §1.87 1-1 0(b)(2).
22
Treas. Reg. §1.871-10(c)(l).
23
Art. 9(2).
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subject to the 30 percent branch profits tax on the amount of deemed dividend" as soon
as the "branch" repatriates earnings to its home office. This provision was adopted to
equalize the tax incentives of investments through a branch or a subsidiary, and it seems
to prevent to some point the repatriation of profits obtained in the United States.
b. Fixed or Determinable Annual or Periodical Income (Passive
sources)
Most commonly, fixed or determinable annual or periodical (FDAP) income^ is
represented by such passive items of as dividends, interest, rents and royalties. In
deciding the issues of taxability of a passive item of income, the same problem of
"entity" or "aggregate'
1
approach arises. In fact, if the former is taken, then the member
may be subject to tax liability independently of the source from which the income in
question was earned. If the latter is adopted, the same rule as in the previous paragraphs
applies, and the foreign member's passive earnings will be taxable to the extent they are
derived from U.S. sources.
In a majority of cases, the Code and regulations seam to take the aggregate
approach with respect to the "character" of income (e.g., as Subpart F income) earned
by a cross-border LLC and treat members as if that income was earned directly by them.
For example, Section 954(f)(2) adopts this point of view for foreign base company
shipping income. The same is confirmed by Examples (1) and (2) in Sections 1.954-
6(g)(1) of Treasury regulations. Treasury regulations Section 1.702-l(a)(8)(ii)
establishes a pass-through approach for purposes of Section 91 1; and finally, proposed
Treasury regulations Section 1.1291-2(f) and 1.1291- l(b)(8)(iii)(A) treat distributions
from a passive foreign investment company as directly allocable to its members.
Nevertheless, in some cases the characterization of the income may vary depending on
whether the LLC or its members receive the income. For instance, in Brown Group the
24 IRC Section 884.
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Court of Appeals for the Eighth Circuit held that the entity approach should be adopted
for purposes of determining whether income earned by a partnership constitutes foreign
base company sales income under Subpart F. Notwithstanding this holding, the
Service issued Action on Decision 96 TNT 220-16 " and Notice 96-39 -1 where it
disapproved of the decision in Brown Group and declared its intention to change the
holding in forthcoming regulations." Moreover, in recently issued proposed regulations
the Service expressly rejected the approach in Brown Group , and required that a pure
pass-through or conduit approach should be used in determining whether the income
earned by a partnership constitutes the Subpart F income/ Nevertheless, the Brown
Group decision retains its importance as a support to the entity approach in the
evaluation of partnerships.
As to the practical standpoint, in international tax planning it is the issues of
interest, dividends, and royalties that play the most important role. The common feature
of all these items of income is that in every case the determination of source is crucial
—
foreign member will be subject to tax only on the U.S. share of her income.
1). Interest
Section 861(a)(1) establishes the general rule under which the source of interest
depends on the residence of the debtor. Therefore, payments of this sort from U.S.
residents or U.S. corporations generally represent U.S.-source income. Accordingly,
interest deriving from foreign corporations and non-residents of the U.S. will be
characterized as foreign-source income under § 862 (a)(1). Exact determination of the
source is crucial for assessing the final tax liability of an LLC with foreign participation
because distributions to foreign members deriving from non-U. S. sources are not
"' That is not a EC1.
26 Brown Group. Inc. v. C.I.R. , 77 F.3d 217 (1996).
27 (LEXIS, FEDTAX library, TNT file) (November 12, 1996).
28 1996-32 I. R.B. 8.
29 Revenue Ruling 89-72, 1989-1 C.B. 257.
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subject to the U.S. federal income tax. In the meantime, clearly the U.S. resident LLC's
members are taxable on all amount of the interest income.
Notwithstanding the above general rule, the Code sections provide a few
exceptions to the allocation of place of income taking into consideration the sources of
earnings of the payer. Under these provisions, the interest paid by a foreign branch of a
U.S. banking institution is deemed to be foreign-source under § 861 (a)( 1 )(i>. Similarly,
under §§ 861(a)(1)(A) and 861(c)(1) interest payments from U.S. resident individuals or
U.S. corporations are treated as foreign-source if 80 percent or more of debtor's gross
income within a three-year period is earned abroad and attributable to active conduct of
trade or business therein. However, in order to benefit from this provision in full the
transaction must not be effectuated between related persons. Otherwise, only a portion
of such interest will be attributable to foreign sources, which is calculated as a
comparison of debtor's gross income to its worldwide income for the period in question.
Under § 861(c)(2) a related person is determined to be one owning at least 10 percent of
the voting power or value of stock of a corporation. Section 884(f)(1) sets forth a
similar rule with respect of income of a foreign legal entity from U.S. sources providing
that the interest from such a corporation will be treated as if it were paid by a domestic
corporation.
2). Dividends
Under § 861(a)(2) which establishes the general rule, dividends arising from
U.S. corporations are treated as from the U.S. sources, while distributions from foreign
legal entities usually give rise to a foreign-source income.
However, as with interest payments, sometimes it is important to determine the
location of payer's earnings. If 25 percent or more of the foreign corporation's gross
income from all sources for a given period of time was effectively connected with the
30
Proposed Treasury regulations §§ 1.702-l(a)(8)(ii), 1.952-l(b), 1.954-l(cXl)(i)(A)(g).
38
conduct of a U.S. trade of business, the dividends will be treated as U.S. source income
in respective proportion. (§ 861(a)(2)(B)). The base period in this case is three years
ending in the tax year preceding the declaration of dividend.
3). Royalties and Rental Payments
According to the general rule of §§ 861(a)(4) and 862(a)(4) the source of
royalty and rental is determined by the place where such property is used or physically
located. Therefore, distributions from an LLC owning some property generating income
abroad will result in tax liability only for its U.S. resident members. It is noteworthy.
however, that contingent payments arising from the use of patent, copyright, trademark
or any other property of the sort are subject to the general source rule, while disposition
or exchange of them under §§ 865(a) and 865 (d)(1)(A) implies the U.S. source income.
3. Taxation of U.S.-Source Capital Gains
U.S. source capital gain income is not taxable to a foreign person to the extent that
it does not represent ECI. However. IRC Section 871(a)(2) imposes a limit of physical
presence of 183 days, and if the individual qualifies, the earnings are subject to a 30
percent tax on a gross basis.
A foreign person that is a member of a U.S. LLC is subject to tax on her share of
the U.S.-source business income of the entity. This tax is generally collected by means
of a withholding effectuated by the LLC regardless of (1) whether any distribution is
made to the foreign partner and (2) whether the income is ECI or FDAP. As discussed
below, withholding taxes are applied to LLCs with foreign members on the basis of (1)
the type of income in question, and (2) the classification of the foreign member (i.e., an
individual, pass-through entity, or corporation). Notwithstanding the withholding
obligation of the tax agent, should any underpayment of tax occur, the foreign member
remains liable for the whole outstanding amount including possible penalties.
39
The amount of tax withheld may further be creditable by the foreign member
against her U.S. liability in the taxable year in question (§ 1446(d)), which is treated as
a distribution to the foreign member consequently diminishing the member's basis in her
LLCs interest. This distribution is deemed to occur on the day of withholding or the last
day of the partnership's tax year, which is earlier. (§ 1446(d)(2)).
2. Withholding Regime Rules
In order to ensure the appropriate collection of U.S. from non-resident members,
federal law imposes a withholding regime of tax depending on the type of income
involved—effectively connected taxable income (ECTI) J ; FDAPJ ~; and income
attributable to a U.S. real property interest (USRPI). JJ It is noteworthy that the correct
determination of the type of income is highly important because it effects the final tax
liability. Nevertheless, the foreign member is subject to withholding only to the extent
the income is taxable in the United States. For example, income from trading in stocks
or securities and commodities is the case in point. In order to determine whether the
allocation of income, gain, loss, deduction or credit to a foreign member is properly
attributed, the substantial economic effect rules of Section 704(b) and corresponding
Regulations apply/
The absence of a general partner in the LLC constitutes some problem with
respect to determination of the person liable for effectuating the withholding
obligations. To some extent, this liability is imposed on the managing body, which is
personally subject to civil and criminal penalties upon the failure to withhold as well as
responsible for the withholding tax and any interest thereon as having control over the
31
Section 1446.
J
2
Sections 1441 and 1442; Treas. Reg. §1.1441-3(0; Prop. Treas. Reg. § 1.1441-5.
J
Section 1445(e)(1) (dispositions of USRPIs by partnerships). Section 1445(e)(4) (distributions of
USRPIs by partnerships). Section 1445(e)(5) (dispositions of interests in partnerships by foreign
partners), and Section 1445(a) (dispositions of USRPIs by foreign persons).
34
See Treas. Reg. §1.704- 1(b)(5), Example (10).
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payment of FDAP income/ 5 However, it does not appear to be clear how such penalties
will be distributed within the partnership, and whether it is possible that the members
will be liable for the amounts exceed their investment in the LLC. In other words,
whether it is possible to disregard the limited liability in the case of a tax misdemeanor.
a). Withholding on ECTI
As a general rule under Section 1446 effectively connected taxable income (ECTI)
realized through a pass-through entity is subject to a withholding tax at the maximum
applicable ordinary income tax rate with respect to each foreign member's share of such
ECI, even if no actual distributions to the members has been made/ 6 Although LLC
does not have general partners, who are jointly and severally liable as withholding
agents for the proper collection of taxJ , it is obvious that in the case of the LLC the
liability passes to its members. It is worth mentioning that FDAP earned by an foreign-
member LLC is independently subject to the withholding requirements of Sections 1441
and 1442 even if at the same time it is subject to Section 1446.38 However, the same is
not applicable to income attributable to the disposition of a USRPI. And LLCs that are
subject to the withholding requirements of Section 1446 have no payment and reporting
obligations under Section 1445(e)(1) with respect to an item of USRPI.
ECTI is computed in accordance with the Subchapter K rules except for the items
that are normally separately stated for Subchapter K purposes are included in the
computation if they result in ECL39 LLC does not take into account net operating loss
carryovers, charitable contributions,
40
and a member's liability for the branch profits tax
J3
Treas. Reg. §1.1441-7.
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Rev. Proc. 89-31, 1989-1 C.B. 895, §10 provides that a special rule applies to a publicly traded
partnership. Publicly traded LLC must benefit the same provision.
37
Rev. Proc. 89-31, §4.01.
38 See Rev. Proc. 89-31, §7.021; Treas. Reg. §1.1441-3(0-
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Section 1446(c).
40
Rev. Proc. 89-31, §6.01.
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under Section 884 . while adjustments to the basis of the LLC's property under
Sections 743 and 754 are taken into account. ~ The amount of tax subject to withholding
under Section 1446 is determined by the foreign member's share in LLC's ECTI for
that taxable year and the maximum applicable tax rate in effect. 4j For the moment, the
maximum rate for corporations is 35 percent, and 39.6 percent for non-resident
aliens.
4
' There is no clear guidance with respect to foreign members taxed as pass-
through entities. It would be natural to expect that the same pass-through regime
applies, and the tax rate will depend on the internal structure of such an entity.
However, in this case this information must be available to the U.S. tax agent, which
does not always appear possible. It still seems that the taxpayer must be interested in
providing such data. Otherwise, the tax agent might make the withholding as if it were
composed of individuals, i.e. at the maximum possible rate.
As established practice, an LLC with foreign participation having ECTI is
required to make filings with the Service both during the year and after the year ends.
Usually, along with quarterly installment payments of the withheld tax, the LLC must
provide Form 8813 (Partnership Withholding Tax Payment), no matter whether any
distribution took place. The normal deadline for the installment payments is the 15th
day of the fourth, sixth, ninth, and twelfth months of the taxable year. And the tax
collected must be sent to the Internal Revenue Service Center at Philadelphia. The
amount of any separate payment is computed by in accordance with the principles of
Section 6655(e)(2). The LLC must notify each foreign member about each installment
payment of the tax so that she could adjust her final estimated tax payments. In addition
to filings during the year, an LLC with foreign members and ECI or respective loss are
41
Rev. Proc. 89-31, §6.02.
42
Id.
43
Section 1446(b).
44
Section 11(b).
43
Section 1
.
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required to file an annual return on Form 8804 (Annual Return for Partnership
Withholding Tax (Section 1446)) which must be submitted separately from Form
1065 (U.S. Partnership Return of Income). Any additional amounts of the tax not
included into quarterly payments have to be accompanied by Form 8804. which
generally must be turned in by the 15th day of the fourth month following the close of
the taxable year of the LLC except for the case when it consists entirely of nonresidents.
For these LLCs the deadline is the 1 5th day of the sixth month after the closing of the
LLC's taxable year. Moreover, the LLC must provide a separate Form 8805 (Foreign
Partner's Information Statement of Section 1446 Withholding Tax) to each foreign
member even if no withholding tax under Section 1446 has been paid. 4 When filed
with the Service, Form 8804 must have as an attachment a copy of Form 8805.
Computing her annual tax due, a foreign member may credit the amount of tax
withheld on behalf her by the LLC against that member's tax liability." As a proof of
payment she must attach Form 8805 to her U.S. income tax return for the taxable year
with respect to which she claims the credit.'' 1 Under Section 1446(d)(2) the amount of
tax paid is deemed to be distributed to the member on the last day of the partnership's
taxable year or the day on which such tax was paid, whichever is earlier. However, she
is not allowed to claim any refund of the installment payments before the year ends.""
In order to obtain the exempt regime from withholding, the LLC is required to get
a non-foreign certification under Section 1445 r>J> that must satisfy the requirements of
Revenue Procedure 89-31 with respect to "Certification of Non-foreign Status/04 In
46
Rev. Proc. 89-31, §7.012.
47
Rev. Proc. 89-31, §8.03.
48
Instructions for Forms 8804, 8805, and 8813; Treas. Reg. §1.603 1-1 (e)(2).
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Rev. Proc. 89-31, §8.05.
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Section 1446(d)(1).
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Rev. Proc. 89-31, §9.02.
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Rev. Proc. 89-31, §9.01.
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Rev. Proc. 89-31, §5.02 and Rev. Proc. 89-31, §5.022.
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Rev. Proc. 89-31, §5.022.
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cases when the LLC has no enough cash to meet the withholding obligations (income
arises from the discharge of indebtedness upon the foreclosure of property), it is
advisable that the LLC agreement allow its managing body to make a capital call on the
foreign member to satisfy any withholding tax. Another option is to treat the
withholding payment as a loan to the foreign member.
Generally, in addition to being taxed on its effectively connected income, a
foreign corporation engaged in a U.S. trade or business is also subject to the branch
profits tax, which may be eliminated only by an applicable tax treaty. (Section 884).
Under the branch profits tax regime, the U.S. branch of a foreign corporation is treated
as if it were a United States subsidiary distributing its effectively connected earnings as
a dividend to its foreign parent. Only their reinvestment into U.S. assets relieves this
obligation of deemed dividend. Before the enactment of the branch profits tax in 1986,
foreign corporations operating through U.S. branches had a considerable advantage over
foreign-owned U.S. subsidiaries. After paying the U.S. tax on earnings from its U.S.
sources, the branch was entitled to repatriate the profit to its home office, while the
payments of a subsidiary were subject to a withholding tax on dividends. The 1986 Act
removed this distinction applying the same regime to corporations operating through
branches. At the same time in order to provide branches with the treaty benefits
available for subsidiaries. Section 884(e)(2) was added to the Code. Under this section,
the provisions of tax treaties addressing subsidiaries are deemed applicable to U.S.
branches of foreign corporations, neutralizing, therefore, their internal structure from
the standpoint of tax considerations.
b). Withholding on FDAP Income
As was already mentioned, FDAP income includes interest, dividends, and
royalties to the extent such items do not represent ECI." Normally, until the foreign
Section 1441(b); Treas. Reg. §1.1 441 -2(a)(1)-
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member makes an election under Section 871(d) or 882(d) or provides the LLC with a
Form 4224 (Exemption From Withholding of Tax on Income Effectively Connected
With the Conduct of a Trade or Business in the U.S.), her FDAP income at the LLC
level is subject to withholding under Sections 1441 and 1442. As was pointed out by
Thomas S. Wisialowski," it appears to be unclear whether the LLCs members are
subject to the portfolio interest exemption if the entity owns more then 20 percent.
while none of its members indirectly owns 10 percent. In this case the same eternal
question of "aggregate" or "entity" approach arises. Due to its pass-through regime, it
would be natural to disregard the LLC such purpose. However, it is the IRS that is to
make the conclusive decision.
Usually, LLCs are required to withhold 30 percent of a foreign member's
distributive share of the FDAP income of the LLC. regardless of whether the items
attributable to such income are distributed to the foreign member/ If an actual
distribution of items attributable to FDAP income is made to a foreign member, the
partnership must withhold at the time of the distribution, while the timing of the
payment to the Service depends on the amount of tax due and may range from a quarter
to annual basis. In the case of an actual distribution the withholding must take place at
the time of the distribution. If no distribution of FDAP income is made to the foreign
member, a distribution is deemed to occur on the last day of the LLC's taxable year.
The LLC is required to withhold on the foreign member's share of FDAP income and
pay such amount over to the Service either on ( 1 ) the date the Schedule K or K- 1 is
sent to the member or (2) the 15th day of the third month after the close of the LLC's
'6 Thomas S. Wisialowski, U.S. Taxation of Foreign Partners , in Tax PLANNING FOR DOMESTIC &
Foreign Partnerships, LLCs, Joint Ventures & Other Strategic Alliances 1999. 53 (PLI Tax
Law and Estate planning Course Handbook Series No. J0-001 J June, 1999). (Accessible through Westlaw
as: 444 PLI/Tax 9).
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Rul. 89-33, 1989-1 C.B. 269.
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taxable year, which is earlier.'^ Similar to ICE, the rate of withholding imposed on the
LLC depends on the type of FDAP. and whether the item of FDAP income is otherwise
excepted by the Code. As long as different types of FDAP income require filing
particular forms or certificates in connection with the withholding, consequently, in
order to meet reporting compliance it is crucial that the LLC determine what specific
type of income the FDAP constitutes.
c). Withholding on U.S. Real Property Interest Income
Under Section 1445. an LLC with foreign members is obliged to withhold tax
from them on its USRPI income. As a general rule, withholding is applied in the
following situations:
a). Sale or other Disposition of USRPI by the LLC
Under Section 1445(e)(1), a U.S. LLC, except for a publicly traded or large LLC.
must withhold 35 percent of a foreign member's respective share of the gain realized by
the LLC from the disposition of a USRPI. If such disposition may be qualified as
conducting a trade or business in the United States a question arises whether this
transaction is subject to Section 1446, regulating ECI, or it must be treated under
Section 1445(e)(1) as specifically dedicated to operations with real estate interest. The
necessary guidance for this is provided by Section 897 stating that the disposition of a
USRPI is ECI. Therefore, the tax withholding in similar cases is subject to Section 1446
of the Code. 60 As a result of this, notwithstanding the fact that Regulations Section
1.1445- 5(b)(8)(vi) sets forth that no withholding should be maid under Section
1445(e)(1) if a tired U.S. LLC owned by another LLC disposes of a USRPI, the tax
must be withhold under Section 1446 due to the retained character of ICE.
39
Rev. Rul. 89-17 and Rev. Rul. 89-33.
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In opinion of Thomas S. Wisialowski, "[s]ection 1445(e)(1) as it relates to partnerships is deadwood
legislation and should be eliminated as part of future technical corrections." Thomas S. Wisialowski,
supra , note 56 at 59.
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Under Treasury Regulations §1.1445-8, a publicly traded LLC that sells a USRPI
is required to withhold the tax at the moment it makes a distribution to a non-resident
member if such distribution is attributable to net real estate gain. Therefore, an LLC
having more than 100 members is able to elect to withhold on actual distributions rather
than on every particular sale. ' Under this election regime, the tax must be withheld
from the amount of the foreign member's distribution share in full, which represents 35
percent of her share. Treasury' Regulations §1.1445-8(b) provides that a publicly traded
LLC has complied with its obligations under Section 1445 if it fulfilled the withholding
procedures under Section 1446.
b). Distributions of USRPI to Foreign Members
However, if the disposition of USRPI does not constitute ECI, Section 1445(e)(4)
apples. Under this regime, a U.S. LLC must withhold 10 percent of the fair market
value of a USRPI distribution to a foreign member arising from a transaction that
constitutes a taxable distribution under Section 897 Regulations. As long as no
Regulations have been issued so far, at the moment no withholding is supposed to be
applied to such distributions.
Further authority on the dispositions of interests in U.S. LLCs by Foreign
Members provides Section 1445(e)(5). Under this rule to the extent provided in
Regulations, when a foreign person disposes of a LLC interest the LLC must to
withhold 10 percent of the amount realized on the disposition. In accordance with
Regulations Section 1.1445-1 lT(b) it is required to do so if (1) USRPI represent at least
50 percent of the value of the LLC's gross assets and (2) 90 percent or more of the value
of the LLC's gross assets consist of USRPIs and cash or cash equivalents. The latter is
determined as any assets readily convertible into cash, including bank accounts and
61
Treas. Reg. §1.1445-8(c); Treas. Reg. §1.1445-5(c)(3).
1 Thomas S. Wisialowski believes that in this case a tax liability may take place under Section 897(e)(2).
See Thomas S. Wisialowski, supra , note 56 at 59.
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certificates of deposit. '" No withholding is required if the transferor of an interest in the
LLC provides the transferee with a certificate from the managing body possessing
control over payments (LLC substitute of the general partner), issued within a 30-day
period preceding the transfer, confirming that the 50 percent or the 90 percent tests are
not met.
64 As far as both conditions must be present, the LLC may easily avoid both of
them if accordingly structuring its assets. However, even there is no withholding due to
the failure under the test, eventually, a tax might be assessed under Section 897(g).
63 Temp. Treas. Reg. §.1.1445-1 lT(d)(l).
M Temp. Treas. Reg. § 1 . 1445- 1 1 T(d)(2)(i).
PART III. CONSEQUENCES OF INTERNAL ORGANIZATION
A. Evaluation of LLC with Respect to Other Forms of Business Organizations
Before starting a detailed discussion of the consequences of the internal
organization, it seems appropriate to devote some paragraphs to the advantages offered
by structuring a cross-border venture through an LLC rather then by other forms of
business organizations.
As was previously pointed out, the feature that makes the LLC highly
competitive is the combination of limited liability of the investor and a single level of
tax. In its pure form, the former is typical of a corporation, while a pass-through tax
regime traditionally is attributed to partnerships. Therefore, the new LLC structure
represents a fusion, or as was proposed in legal publications, a hybrid of corporate and
partnership forms.
1
This dual nature of the LLC may turn out to be highly useful in
international tax planning when outside the United States an LLC is considered as an
"entity,'" which may result in accumulation of gains without tax until the actual
distribution is made.
At the same time, it would be misleading to suggest affirm that the LLC is the
first attempt to create an entity combining these features. To some extent, limited
partnerships and Subchapter S corporations offer a similar pass-through regime: limited
liability for limited partners and a single level of tax for S corporation's shareholders.
' Some authors referring to a "hybrid" nature of the LLC mean the difference in its treatment for federal
and State income tax purposes. See Philllip L. Jelsma, Esq., State Taxation of Limited Liability
Companies and Partnerships
. Multistate Tax Portfilio Series, 1560 T.M. 1560:0001 (1999).
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However, the Code provisions impose a number of limitations on these entities, which
makes the LLC highly competitive especially in structuring a cross-border venture.
1 . Advantages of LLCs over general partnerships
As was already mentioned, the main feature making an LLC highly convenient
to use is the limited liability of its members, which may be especially important if the
LLC is actively engaged in trade or business operations other then providing personal
services or professional advice. This advantage is of a general character making little
difference between a domestic and a cross-border partnership.
The next LLC-specific planning device is provided to the LLC by State
legislation. The prohibition of withdrawal by a member imposed in some states offers
some rare possibilities in international context. Under these statutes, if such a member
decides to quit, she does not receive anything of her share at all." This may be attractive
in forming a cross-border venture when the domestic member is not absolutely sure of
her foreign member, or she may anticipate that this foreigner may try to withdraw due
to change in the internal political situation in her country. A simple reference to the
governing jurisdiction and applicable law may allow avoiding a detailed stipulation of
the rights of the parties obtaining, at the same time, an important protection for the
investor. Of course, this feature has only a collateral relationship to tax matters, but still
seems important enough to be mentioned.
In addition, some authors" offer the opinion that LLCs are more durable then
partnerships on the basis of the Uniform Partnership Act, which presumes that a general
partnership is dissolved upon the disassociation of a member even if the remaining
members agree to continue. However, the LLC assumes similar tax consequences of
deemed disassociation in analogous circumstances.
- Colo. Rev. Stat. § 7-80- 603.
J
Phi 1 Hip L. Jelsma, Esq., State Taxation of Limited Liability Companies and Partnerships , Multistate Tax
Portfilio Series, 1560 T.M. 1560:0001 (1999).
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2. Advantages of LLCs over limited partnerships
Although a limited partnership may provide limited liability to some partners,
nevertheless it still has to contain at least one member subject to unlimited liability. As
to the decision making process in the entity, an LLC under statutory law provides much
more opportunities for all members to participate in the management of the entity
without risking their limited liability status. The standard solution to the problem of the
general partner's liability is forming a corporation for this purpose, but this inevitably
triggers the overcomplication of the structure, additional expenses, and sometimes
burdensome compliance. Usually. LLPs look attractive as professional associations, and
years of efforts aimed at attaining the combination of limited liability and a pass-
through regime developed a number of planning techniques for LLPs which are still
valid. Nevertheless, the common feature for them all is that planning through an LLP
leads to a more complex structural organization then is available through an LLC. At
the same time, these years of application created a solid practice, which represents a
kind of guarantee against unpleasant discoveries that are quite possible in the case of a
new way of planning.
3. Advantages of LLCs over Subchapter S corporations
First of all, it is noteworthy that Subchapter S corporations are hardly suitable
for forming a cross-border entity due to statutory limitations imposed by the Code.
Under these rules, corporations, partnerships, certain trusts, and non-resident aliens
cannot be shareholders of a Subchapter S corporation. As a result of this, other
advantages of LLC seems less important, although S corporations still contain the
limitation on the number of shareholders (up to 75)4 and the restriction on holding more
than 80 percent of the shares of another corporation. Further, S corporations may have
only one class of stock and income and losses must be allocated proportionally among
4
IRC § 1361 (b)(1)(A), as amended by Act 1301 (8/20/96).
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shareholders, while LLCs allow non-pro-rata agreement on distribution of profits and
losses. The election to be taxed as a Small Business Corporation must be made within
the first one-and a half months oi' its tax year in order to obtain a pass-through status. At
the death of an LLC's member, or the sale of her interest under IRC § 754 the basis may
be stepped-up. while S corporations do not provide this opportunity. And finally, some
advantages may be obtained through an LLC due to the nonrecourse character of an
LLC's debts and the fact that its membership is not automatically classified as a security
and. sometimes, a more favorable State tax regime."
4. Advantages of LLC over Subchapter C corporations
The most obvious advantage is that an LLC is not subject to the corporate level of
tax because it provides a pass-through regime for its members. There are, however,
some other particulars that do not seem less important. For instance, LLC members can
agree on allocation of income, gain, losses, and distributions. As a general rule, neither
a contribution of property to an LLC, nor its distribution triggers immediate tax
consequences for its members. Further, a contribution of a property with liability
exceeding its basis does not create tax liability to the member. An additional
convenience of the LLC is the possibility of exchange services for the LLC's
membership without immediate recognition of gain under IRC § 83 as it would be in
the case of a corporation. The same may be said with respect to liquidating and non-
liquidating distributions of appreciated property. Another feature simplifying
compliance is that in the case of an LLC there will not be any concern whether the
entity pays unreasonable compensation because all income is subject to tax as salary or
compensation, guaranteed payment under ICR § 707(c) or as a distributive share of
LLC income. In addition, LLC does not risk being subject to penalties of personal
5
For a more detailed discussion see Philllip L. Jelsma, Esq., supra note 2, at 1560:0002.
6
Rev. Proc. 93-27 1993-2 C.B. 343.
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holding company, accumulated earnings, and built-in gain taxes. And finally, in the
international context LLCs do not fall within the category of a controlled foreign
corporation or passive foreign investment company.
Notwithstanding of all this, it seems appropriate to say a few words about possible
disadvantages as well. As was discussed earlier, usually an LLC may claim a double
taxation treaty benefit only if the treaty expressly addresses the issues with respect to
such entities8 , while corporations are always subject to the tax treaty relief. And the last
but not least important for the moment, is that there is no developed practice of the
application of LLC legislation. However, it is only a matter of time before such
practices will become established.
B. Consequences of Internal Structure
1 . Single-member LLC
As was discussed earlier, under the "check-the-box" regulations, a single-member
LLC (SM-LLC) that does not elect to be taxed as a corporation is "[disregarded as an
entity separate from its owner." . As far as the activities of such an LLC will be treated
"in the same manner as a sole proprietorship, branch or division" of the member, the
SM-LLC 's assets are subject to the same regime as if it were the case of an individual
or an unincorporated division of a corporate member. Thus, we have here two major
7
For a more detailed discussion see Philliip L. Jelsma, Esq., supra note 2 at 1560:0003; Barbara C.
Spudis, International Partnering: Using Partnerships in International Tax Planning , in Tax STRATEGIES
for Corporate Acquisitions, Dispositions, Spin-Offs. Joint Ventures, Financings,
Reorganizations, and Restructurings 1998 (PL1 Tax Law and Estate planning Course Handbook
Series No. JO-O00C October-November, 1998) at 254-56. (Accessible through Westlaw as: 430 PLI/Tax
565); Robert J. Haft, Venture Capital and Small Business Financings (1999); Ruthanne Kurtyka,
Certain General Comparative Tax Considerations in Choice of Joint Venture Entitv-US Corporation,
Partnership or Limited Liability Company , in STRUCTURING, NEGOTIATING & IMPLEMENTING STRATEGIC
Alliances 1999 (PLI Corporate Law and Practice Course Handbook Series No. B0-00CC, July-August,
1999. (Accessible through Westlaw as: 1 132 PLI/Corp 47).
8 See discussion at 13-6.
9
Reg. § 30 1.7701 -3(b)(1).
10
Reg. §301.7701-2(a)
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options—a natural person and a corporation." Let's consider them individually in more
detail.
a. Physical person
Before the enactment of the LLC legislation, a traditional investment device for an
individual investor was to conduct business through a limited partnership, because S
corporations expressly prohibit participation of non-resident aliens. The common
solution to obtain a complete limitation of liability was to form a corporation (domestic
or foreign) that could assume the unlimited liability of the general partner. As was
pointed out in the previous subchapter, this usually resulted in additional complexity,
expenses, and tax liability.
Baring this in mind, LLCs offer evident advantages to nonresidents. Holding an
LLC membership interest gives rise to the same U.S. tax consequences as holding an
interest in a U.S. limited partnership. Thus, these members of an LLC will benefit from
a single level of income tax on their respective share of the LLC's U.S. income, and at
the same time may avoid the U.S. gift tax should they require to transfer their interest
without consideration.
Another advantage resides in the fact that such nonresident individual members of
a U.S. LLC would be able to transfer the interest in the LLC without the U.S. estate tax.
It is possible to do so fairly easily even if the LLC is engaged in conducting the U.S.
trade or business. Ordinarily, the interest in such an LLC is considered to have a U.S.
situs with the consequence that the LLC's property is subject to the U.S. estate tax.
" As far as this thesis discusses the features of LLCs with foreign participation, a single-member LLC
will represent a vehicle of a foreign investment. In law articles these kinds of transactions are referred to
as "inbound." See Richard M. Eigner, Donald J. Hess, & al., Featue LLC's: Wave of the Future? The
Foreign Connection LLCs. International Transactions. Bus. L. Today, March/April, 1995 (Accessible
through Westlaw as: 4-APR Bus. L. Today 38). However, some authors under this term understand only
investment through a foreign entity: Barbara C. Spudis, International Partnering: Using Partnerships in
International Tax Planning
,
in Tax STRATEGIES FOR CORPORATE ACQUISITIONS, DISPOSITIONS, SPIN-
OFFS, JofNT Ventures, Financings, Reorganizations, and Restructurings 1998 (PLI Tax Law and
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However, should the investor contribute the LLC's interest to a foreign entity, the LLC
investment is converted into a non-U. S. situs property that may be transferred U.S. tax-
free. However, in order to comply with U.S. legal requirements, certain criteria must be
met. First, the foreign holding entity has to be organized in the way it could classify as a
partnership for U.S. tax purposes to preserve its benefits of pass-through tax treatment.
Second, in addition to holding its interest in the U.S. LLC, this intermediate entity must
be engaged in some business activity outside the United States, which could justify the
transfer and change of the situs for the U.S. estate tax purposes.
b. Legal entity
1). Pass-though entity
When we have a foreign investor organized as a legal entity, in the overwhelming
majority of cases this entity is represented by a corporation, which is usually dictated by
business, not tax planning reasons. If it is a trade, rather a service enterprise, a quite
common business structure is a partnership composed of corporate members who
benefit from the direct pass-through regime adopted in the majority ofjurisdictions.
2). Corporation
A foreign corporation wishing to make investment or conduct business in the
United States always has a choice to enter the market forming a branch, or to create a
new entity under the U.S. law. The traditional solution in such a case was incorporation
of a corporation, or LLP as an alternative. Since the enactment of the LLC legislation,
this type of company has become a more and more attractive form of investment. The
following is a summary of some related points.
First, as was discussed earlier, 1- a U.S. LLC will be regarded as an unincorporated
branch of a foreign corporate member, resulting in a potential liability of the U.S.
Estate planning Course Handbook Series No. J0-000C October-November, 1998). (Accessible through
Westlaw as: 430 PLI/Tax 565). In this thesis the former meaning is adopted.
12
See discussion at 17-8.
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branch profits tax under IRC Section 884. If double-tax treaty relief may be obtained,
then there is little advantage over a simple branch, and therefore little U.S. tax savings if
any at all will be obtained.
1.
In this respect it is noteworthy that at the moment, at least
two jurisdictions 14 are exempt from the U.S. branch-profits tax. Traditionally, in the
past the Netherlands was extremely attractive for establishing intermediate holding
companies, but a wide abuse of the Netherlands-U.S. tax treaty benefits eventually
triggered changes that removed most of its advantages. But at the same time, changes in
the U.K. tax law made it possible to use its companies to incorporate intermediate
holding companies owning both the major interest in the U.S. LLC and a share in
another legal entity including among others EC. It seems hard to believe, but in this
case, by means of a U.S. LLC, considerable foreign tax savings might be obtained. It is
quite likely that this U.S. LLC will be regarded as an entity in the jurisdiction of the
investor, which could allow it to defer the recognition of income under foreign law. 13 A
second possible problem might arise if the jurisdiction of the parent's origin imposes a
tax on entities that have their controlling or management bodies located in that
jurisdiction, paying little attention to issues of nexus or place of formation. As a
consequence, the investing corporation has to relocate the controlling body outside of
the jurisdiction. It appears that tax savings could be increased by means of
distributions to the LLC's foreign office and further reinvestment in a third-country
jurisdiction.
Ij
It seems to be unclear whether such a deemed branch may benefit from the double tax treaty relief. On
the one hand, normally double-tax treaties do not apply to LLCs. However, is the LLC were subject to a
branch profits tax, it would be natural at the same time to grant the treaty benefits. In this case, it would
be possible to avoid the U.S. withholding tax in distributions. On the other hand, it does not seem to be
happening for all jurisdictions.
14
Netherlands and UK.
Some countries prevent from doing so adopting special administrative provisions allowing them to
exercise the necessary control. For example, the law of Russia considers the incorporation of a subsidiary
oversees an event subject to general currency control regulations. Under these rules, such a transaction is
regarded as connected with capital flow and, therefore, requires obtaining a special permit from the
Central Bank of the Russian Federation.
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A number of foreign systems of corporate taxation 1 allow foreign tax credits only
to direct tax payments of resident corporations, and deny indirect credits for taxes paid
by their foreign subsidiaries on dividends and distributions. In this case, the solution for
the foreign parent corporation could be to do business in the United States through a
branch, but this will expose it to the branch profits tax and remove the possibility of
accumulating profits until actual distribution. Thus, the most likely the solution may be
found using a structure of a multiple-member LLC with mixed participation.
2. Multiple-Member LLC with Mixed Participation
Some authors 17 offered a solution to the above problem by suggesting the
organization of an LLC in which a U.S. subsidiary holds 1 percent of the interest and
the foreign parent corporation, 99 percent respectively. If the foreign jurisdiction treats
the LLC as a U.S. corporation, the U.S. taxes imposed directly on the members may
result in a direct credit to the parent corporation abroad. In their opinion, the LLC will
be able to make distributions free of U.S. withholding tax, which should enable the
foreign parent to coordinate, if necessary, the receipt of income from the LLC with the
payment of U.S. taxes. Moreover, this would facilitate the creditability of the
underlying U.S. income tax by the parent corporation in its home country. It seems that
the proposed structure does represent a solution although the additional complication
may be considered as a relative disadvantage of the structure.
Generally speaking, in most cases the election between the sole proprietorship and
multiple participation is determined by business, not tax considerations. Moreover, the
tax consequences for a multiple-member LLC (MM-LLC) are quite similar to the
treatment of a single-member entity. The forgoing in the thesis with respect to a SM-
LLC is true for a MM-LLC as well. The most important difference is that if the single
16
E.2:. Russian.
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member's liability is limited, it is deprived from the possibility of making the election.
I o
As was previously pointed out. this LLC will be disregarded for federal tax purposes.
To some extent a MM-LLC could be preferred if the taxpayer would like to avoid
the imposition of the branch profits tax, to which a foreign corporation may be exposed
entering the U.S. market through a SM-LLC. Actually, this problem can be easily
resolved via formation of a MM-LLC with its U.S. subsidiary, where the main share
belongs to the foreign corporation. There is no statutory provision regulating the
minimal possible amount of participation, but it seems that the proportion 1 /99 must be
accepted by the Service.
The next important difference is that as was discussed above, 1 not all States allow
the formation of a SM-LLC. Although sometimes this fact provides additional
inconveniences, this obstacle does not appear to be hard to hurdle because usually these
States recognize SM-LLCs formed in other states.
And finally, while a single-member LLC deals with inbound transactions, a
multiple-member LLC presumably includes some U.S. members, which in the
international context often acquires an outbound character as soon as the entity starts
international operations. In this connection, a major reason to choose an LLC form is to
pass through losses that the U.S. member may suffer. As described below, if this LLC
acts in a foreign jurisdiction through a branch or a partnership under the U.S. law, the
U.S. member may obtain the required treatment under this regime. However, the other
side of this phenomenon is immediate recognition of gain if such event takes places.
Therefore, if the planner expects considerable earnings, a corporate structure of a
foreign subsidiary may be preferred, while a partnership seems to be more suitable for
Richard M. Eigner, Donald J. Hess, & al., Featue LLC's: Wave of the Future? The Foreign Connection
LLCs. International Transactions. Bus. L. Today, March/April, 1995. (Accessible through Westlaw as: 4-
APR Bus. L. Today 38).
18
See discussion at 17-8.
19
See discussion at 2 1
.
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loss expectations or when the success of the enterprise in uncertain.
3. LLC as a Member of a Group
It is not unusual in international tax planning for an entity to be affiliated with
other companies forming a multitired international group. Generally speaking, the
simplest type of group already exists when an entity makes the decision to incorporate a
subsidiary. Even establishing a branch or a permanent establishment may be considered
as a kind of group because, although a branch is not separate from its parent, from the
point of view of tax law it may represent a separately taxed entity due to the source
principle. Therefore, what has been said in previous paragraphs is applicable to an LLC
entering another group. At the same time, it seems appropriate to point out some details
that may turn out to be important in structuring the transaction through a multitired
group. The particularity of such groups resides in the fact that at the same time it
represents a customized device for internationally inbound and outbound flows where
the LLC may be only a tiny part of a complex system.
In this way, when we have a group planning to operate in several foreign countries
or in several areas of business, it is often reasonable to include a tiered LLC structure
where a parent LLC owns a number of second-tier LLCs that conduct their business in
their particular countries. Using such a disperse structure would considerably increase
the protection from direct liability and flexibility of the system as a whole. Another
advantage is that in some cases it might be possible to reduce the aggregate amount of
foreign taxes if the subsidiary LLCs is paying deductible interest, royalties, or fees to
the parent LLC for services performed outside the foreign jurisdiction should the group
need such a redistribution of funds.
The next quite typical situation in which a complex LLC structure may be
convenient is when the U.S. investor faces statutory limitations for this particular type
of activity. Usually, these restrictions are imposed on the structure of the entity's capital
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(prescribing some maximum ratio on its foreign share) or the entity's controlling body
(determining its formation on the basis of nationality). In this case, using a subsidiary
LLC permits compliance with foreign investment rules, while at the same time allowing
exercise of the necessary control over the foreign company. From the point of view of
U.S. tax law it is desirable to use a local analog of a U.S. LLC which could be
considered a pass-through entity for U.S. tax purposes. As far as this classification
achieved, the U.S. members would be able to preserve the direct credit for foreign taxes
paid by the entity. However, in every particular case thorough legal research must be
undertaken. Otherwise, the foreign jurisdiction may provide a number of unpleasant
surprises and discoveries. For instance, if a foreign investor makes the decision to invest
in the Russian Federation using the above structure through a Russian limited liability
company," lately he may discover that the transfer of the interest-1 may be subject to a
20 percent VAT or that the other members have the right to withdraw with
compensation for their interest in the entity almost at any time.
Another possible benefit from the LLC is its use as a substitute for offshore
holding companies, which are popular for conducting business in countries in
development or transition. Very often these kinds of "investments" represent a mere
returning of capital that previously fled from the country. Thus, if a U.S. corporation
tries to act through an off-shore jurisdiction, most probably it will may be subject to
burdensome "controlled foreign corporation," "personal holding company," or "foreign
personal holding company" rules. The tax consequences of such a structure were
discussed in Part II of this paper; and as we saw, sometimes the results are similar to an
offshore corporation. Even if an LLC does not provide considerable tax savings, its
This entity is similar to the U.S. LLC, except for it is considered as "entity" for tax and civil law
purposes and taxed as such.
The share in a Russian LLC is considered as a "good" subject to a VAT at a turnover, while a stock in a
corporation is classified as a "security," which is VAT free.
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structure would allow the taxpayer to avoid highly complicated reporting."
And finally, it is worth mentioning that in many countries of Eastern Europe and
Asia, the reputation of companies incorporated in 'lax havens" is extremely low. while
a U.S. entity might benefit from the "goodwill" of the jurisdiction. However, in this
case the U.K. corporations look highly competitive, especially bearing in mind that
sometimes they might benefit the double-tax treaty regime.
" Not always, however. For instance, structuring a transaction involving a U.S. LLC conducting
operations in Russia a tax planner should be aware that if it was formed in Delaware or Wyoming, this
LLC will be classified as "offshore," which results in respective burden of reporting or additional "care"
of tax authorities. A tax planner might be puzzled to see the United States listed among countries that
"provide tax relief regime and/or forbid disclosure and provision of information with respect to financial
operations (offshore zones)". (Annex 1 to the Directive of the Central Bank of the Russian Federation of
12 February 1999 No. 500-U "On Improvement of Currency Control on Behalf of'Eligible Banks over the
Legitimacy of Their Clients' Currency Operations and the Procedure of Their (with respect to the Banks)
Prosecution for Violations of the Currency Control Legislation. (As amended of 23 August 1999).").
CONCLUSION
As we can see, the LLC represents a quite flexible means of conducting
business, which may be used to solve different problems of contemporary international
tax planning. However, at the same time, it is indisputable that the lack of a long history
of use considerably limits its present application in a wide scale. And it seems natural
because there are only few clients who could accept the risk of an untested vehicle
when a huge amount of money is at stake. Nevertheless, at the same time, the best
savings often may be obtained in the most risky area. The use of an LLC in the
international business context is nothing but one more illustration to this principle.
There can hardly be a doubt that this form of entity has a great future.
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